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RAILROAD ACCOUNTING IN AMERICA 
VS. ENGLAND. 



BY W. M. ACWORTH. 



" One touch of nature makes the whole world kin," and Eng- 
land and America have not a few touches of nature in common 
between them. The English Motor-Car Act passed in 1903 pro- 
vides, as not a few Americans know, to their cost, that any one 
driving a motor-ear at a speed exceeding twenty miles per hour 
shall be guilty of an offence against the law and liable to a sub- 
stantial line. This provision is, I believe, in itself entirely rea- 
sonable. When people drive at an improper speed they ought to 
be punished, and it is much easier to prove in a police court by 
precise sworn evidence that a man has exceeded a definite speed 
limit, which is a positive fact, than that his speed was improper 
under all the circumstances, which, after all, is matter of opin- 
ion. But for such a law to work satisfactorily it must be ad- 
ministered with discretion, and that discretion has been sadly 
wanting. Every reasoning being knows that to drive at thirty 
or forty miles an hour on an open, empty road does no harm and 
causes no risk to any human soul. Though a technical offence 
against the law, it is not an offraice against the spirit of- the law, 
the object of which is to protect the safety and comfort of other 
users of the road and not to create a new technical offence. Yet 
under this provision as to maximum speed thousands of motorists 
have been brought up ia police courts and fined for doing what 
every motorist, from Cabinet Ministers downwards, does every 
day of his life — exceeding the speed limit on open, empty roads. 
And we are being taught to regard the policeman as our enemy, 
and to feel ourselves habitual lawbreakers. And surely this 
does not make for good citizenship or a respect for law. 

My readers will wonder what all this story about English 
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motorists has to do with America and American railways. In 
reply I would refer them to an, Act of Congress passed on June 
39th, 1906, and intituled " An Act to Amend the Act to Regu- 
late Commerce of 1887," but more commonly known as the Hep- 
burn Act. Section 7 of that Act authorizes the Interstate Com- 
merce Commission to require annual reports from all common 
carriers and to prescribe the manner in which such reports shall 
be made, and further provides that any person in the employment 
of a common carrier who shall keep any other accounts, records 
or memoranda than those prescribed or approved by the Com- 
mission shall be guilty of a misdemeanor and liable to fine and 
imprisonment. Once more, in my opinion, if I may be allowed 
to say so, an entirely reasonable provision. That full and ade- 
quate accounts should be kept by every railway company and 
made available in print to shareholders, both actual and potential, 
to Government authorities, and to the public at large, is a point 
on which all reasonable people in the United States are, I believe, 
entirely agreed. And I have never met a single railway man who 
ventured to maintain a contrary view. Further, everybody goes 
farther and agrees that half the value of the reports would be 
lost, if they were not comparable; and that therefore all reports 
must be constructed on the same framework or otherwise pos- 
sibility of comparison would be destroyed. And to secure uni- 
formity an authority outside and above any individual railroad, 
and possessing powers of compulsion, is evidently required. As 
I personally have been striving for nearly twenty years to obtain 
from our English railway companies fuller information and more 
uniformity in their accounts, I am naturally in agreement Tvith 
American opinion. 

But there is a wise French proverb which says, " II y a qui 
est plus sage que tout le monde — c'est tout le monde" or, if I 
may translate freely, " There is somebody wiser than anybody, 
and that is everybody." Eailroad accounting is, like other sciences, 
a progressive one. And I can hardly believe that all the intelli- 
gence and all the ability of the whole railway accounting pro- 
fession in America can be boiled down and distilled through the 
offices of the Interstate Commerce Commission in Washington. 
And if no one may keep books without the express permission 
of the Interstate Commerce Commission, it means that no im- 
provement in accountancy methods can be introduced anywhere 
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in the States till it has obtained the counter-signature of an 
official at Washington. As I have said, the provision is an ex- 
cellent one, provided it be employed in the manner really intended 
by the legislators who enacted it. 

Everybody knows why this provision found its way into the 
Act. It was to put a stop to the practice of rebating. Cases had 
occurred where in the ordinary accounts of the company traffic 
was charged at published legal rates, while private books existed 
showing the reduced rates that were actually charged by secret 
agreement. If anybody ever did defend such practices, no one 
defends them now. The railway companies themselves have more 
interest than anybody else in killing them and seeing that they 
" stay dead." If any one is found in the future keeping duplicate 
books in order to cover up secret and illegal and immoral rebate, 
by all means let him be prosecuted with the utmost rigor of the 
law. That is the real object for which the section was enacted, an 
object which must have the entire approval of all good citizens. 
But to enforce the section in its literal meaning in all eases, where 
there is no suggestion of dishonesty and no suspicion of covering 
up illegal or improper practices, would be just as ujiwise as have 
been the proceedings under the Motor-Car Act in England. The 
result can only be with you, as it has been with us, to check prog- 
ress and to introduce friction and distrust between the authorities 
who have to administer the law and the citizens who have to work 
under it from day to day, and who ought to be naturally, as 
having most experience, its heartiest supporters. 

I have said that the effect must be to introduce friction. But 
indeed I see, from not a few newspapers which reach me from 
America, that friction has already arisen. Now every one con- 
versant with American railway accoimts knows that in the last 
twenty years they have improved out of all recognition in fulness, 
in accuracy, in lucidity and in imiformity and comparability, if 
I may coin a word; a:nd no small part of that improvement has 
been due to the close and cordial relations that have always, as 
far as I know, existed between the Association of American 
EaUway Accounting Officers and the Statistical Bureau of the 
Interstate Commerce Commission. It would be worth sacrificing 
a good deal of technicality for the sake of preserving that har- 
mony unimpaired. But the curious thing in this case is the 
question as to which controversy has arisen. One could imagine 
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a poor and struggling railroad, or a railroad which had hitherto 
made a showiag in iti; balance-sheet better than the actual facts 
would justify, fighting against the introduction of a form of 
accounts which exposed its nakedness to the public gaze. But 
the reverse is the ease, and it is the most conservatively managed 
railways which are denouncing the method of accounting pre- 
scribed by the Commission as being contrary to all principles of 
sound finance. 

It is not for one who is neither an American citizen nor a 
trained accountant to attempt to decide the issue. But as it is 
asserted by those who object to the ruling of the Interstate Com- 
merce Commission which, as I read it, requires railway companies 
to charge all expenditure for additions and betterments to the 
account of "property owned as investment" and no longer to 
charge any portion of such expenditure against income or profit 
and loss, that this ruling will tend to promote the adoption on 
American railroads of our English practice, and that such practice 
has led to grave financial difficulty here, perhaps I may say a 
word as to what English practice really has been and how the 
matter strikes an English observer. When I speak of English 
practice, I do not mean the practice of struggling, semi-bankrupt 
companies, forced by necessity to financial expedients that they 
would gladly have avoided, but the practice of great and wealthy 
companies. The recognized American principle has been so far 
as possible to charge to capital only such additions as increase 
the earning power of the property. I should define the corre- 
sponding English practice as being to charge to capital all actual 
additions to the corpus of the property, regardless of the fact 
whether they are income-earning or not. For example, when 
a station is rebuilt because .it has grown too small, the whole 
of the excess cost beyond the sum at which the old station stood 
in the books is normally charged to capital. And similarly, when 
continuous automatic brakes were first attached to onr passenger 
equipment, that was charged against capital; or again, where gas 
or electric-light fittings were introduced in place of the old oil- 
lamps. This has been done quite openly and deliberately; di- 
rectors have justified it and shareholders have approved it. 
Whether it has been wise finance in the interests of shareholders 
themselves is another question. I remember discussing the mat- 
ter some ten years ago wth the chairman of one of our great 



; C4 THE NORTH AMERICAN REVIEW. 

railways. I maintained that in the long run the real question 
was, not what a property has honestly cost, but what is it worth 
at any given moment _; in other words, what is its eamiag power ? 
And I asserted that if new capital was spent, irrespective of its 
possessing new earning power, the effect must in the long run 
be impaired dividends and lower financial standing. My friend 
justified the accepted railway practice, apparently on the ground 
that a railway company was in a special position, and that the 
practice was of long standing. But he ended with these words: 
" I admit that, if an ordinary business concern acted on the 
same principles, it would come to the Bankruptcy Court within 
two generations." Siace this conversation took place, what I 
ventured to foretell has actually happened. My friend's railway 
has almost ceased to pay dividends. And on all our railways 
dividends have fallen, and the value of railway iavestment has 
fallen in even greater proportion than the dividends. For the 
fear of a further decrease is at present, rightly or wrongly, 
stronger in the mind of the would-be investor than hope of an 
increase. 

For myself, I can see no diiferenee between railways and other 
businesses, except in one respect. If an ordiaary business, manu- 
facturing or commercial, gets into difficulties or goes under, 
because its capital account has become unwieldy the shareholders 
will no doubt suffer, but to the public at large it makes little 
difference. Not so with a railway. If a railway company has 
exhausted its credit, cannot raise money for new extensions, can- 
not afford to improve facilities or reduce rates, every member of 
the public all along its lines suffers and continues to suffer. 
There is, therefore, a clear public interest that railway companies 
should be strong financially, and in order that they may be strong 
they must, as it seems to me, not only write off out of annual 
income cost of actual replacements of property, but also make 
ample provision for obsolescence (which means diminished earn- 
ing power) of property not worn out, and also for the contingency 
that the property or portions of it may cease to earn dividends al- 
together. To illustrate this last point. A branch is built to 
develop coal lands and does well. In five-and-twenty years the 
coal is worked out and the bulk of the population leaves the 
neighborhood. But the branch must continue to be operated, 
though it has ceased to earn any interest on its capital, perhaps 
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does not even pay working expenses, and certainly would never 
have been built for the sake of the scanty traffic that still re- 
mains. And as it is evidently not practicable for a railway 
company to repay to its shareholders a portion of its capital each 
year under this head, and it would not be business to place it as 
an accumulating fund in a bank, the natural thing to do seems to 
be to invest this fund in such additions to the property as are 
likely to earn new income to offset the loss of income from prop- 
erty which, though still existing and standing at its full capital 
cost in the books, has ceased to earn dividends. 

Perhaps it is worth while elaborating a little further the 
meaning of obsolescence as applied to railway property. In rail- 
way work, as in any other business, plant has to be discarded, 
which means that it ceases to be dividend-earning, not because 
it is worn out in a physical sense, but because it has fallen below 
the standard of modem requirements. Take, for instance, the 
case of a station; the great railroads are constantly tearing down 
and rebuilding stations, not because from an operating point of 
view they are inadequate for their work, but because they are 
mean buildings and the citizens consider that the importance 
of their town entitles them to something more commodious and 
dignified. For the same reason passenger cars, still perfectly 
roadworthy, are constantly being replaced by stronger, more 
spacious and better-lighted vehicles. Or, again, a railroad has 
only a single track; if railroad convenience only were considered, 
all the traffic offering in the twenty-four hours could be moved 
without difficulty over that single track ; but the public resent the 
inevitable delays to trains at crossing points, and claim that pas- 
senger trains shall be run at fast speed and at the most convenient 
hours, regardless how far their claim conflicts with the railroad 
man's natural desire to work his plant to the maximum capacity. 
All these eases are instances where new money has to be spent for 
purposes which in one sense are capital purposes, but which in 
another sense are not capital purposes, because they add little 
or nothing to the dividend-earning capacity of the road. On the 
other hand, although such expenditure does not bring in new 
revenue, it is yet in the interests of the shareholders that it 
should be incurred. For if a railroad fails to keep its plant up 
to date, it will arrest development in its own territory even if 
that territory is non-competitive; while if the territory is com- 
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petitive, it will suffer direct loss of traffic to a rival and more up- 
to-date road. 

We sometimes hear ia England an argument which I have never 
heaxd advanced in the States, that the shareholder for the time 
being is entitled to all the profit that his property earns while 
he holds it; that it is not reasonable that he should pay to enhance 
the value of the property of the next generation. As between 
present and future shareholders there may be a good deal to 
say for this view, though it seems to imply that each shareholder 
will be wise enough to know the precise time at which it will pay 
him to desert the water-logged ship. But from the point of 
view of the public interest, it has nothing to say for itself. What 
the public interest reqiiires is, not that railways should be run 
like a gold-mine, paying fat dividends for a few years and then 
ceasing to pay altogether, but that they should be in a position 
to pay substantial and steady dividends on into the indefinite 
future. 

We come then to the conclusion that all interests, the interest 
alike of the public and of the shareholders, are best served by 
charging freely, not mere repairs and renewals (i. e., deprecia- 
tion) against the annual income, but also substantial sums for 
additions and improvements, and, further, for what perhaps 
might be described as contingencies. In other words, the real 
test of what part of the gross income is net income is, not whether 
the physical corpus of the property has been adequately kept up, 
but whether the earning power of the undertaking as a whole is 
being maintained. And the moral seems to be that, from an ac- 
countant's point of view, it is only after the latter purpose has 
been adequately secured that there is a real surplus of net income 
to carry forward into the balance-sheet. From the point of view 
of publicity, there are doubtless advantages in separating the 
charges under the head of mere physical replacement from the 
other classes of expenditure. The real point is that both classes 
are equally in the nature of things deductions from net income. 

Another point may here be noted. All roads are not alike; 
Massachusetts is not Oklahoma; a road of stable conditions in 
a built-up territory can face the future with much more certainty 
than a road in new country where further developments are 
largely hypothetical. A road mainly dependent upon coal or 
wheat or cotton is liable to crises far more serious than are likely 
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to occur on a road of mixed traffic, where high-class freight and 
passengers constitute substantial elements of the total receipts. 
The directors of each road ought, as it seems to me, to be al- 
lowed to judge for themselves how to deal with their own special 
circumstances. They ought to know their own business better 
than any outside authority can know it. And assuredly no out- 
side authority, even were it possessed of omniscience, could pre- 
scribe one uniform rule that would suit the conditions both of 
Oklahoma and Massachusetts. 

As I understand the rule prescribed by the Interstate Com- 
merce Commission, it lays down inflexibly that aU expenditure, 
beyond actual replacement of physical property by other property 
not more valuable, shall be carried forward into the capital ac- 
count of the company. The result would seem to be to mix up 
inextricably expenditure of widely different kinds. Suppose, for 
example, a company to have created over a series of years out of 
income what I may call a contingency fund. The fund has grown 
large, the prosperity of the company goes on without check and 
the contingency fund is not required. No one could then dispute 
the abstract right of the company to distribute the fund, or a 
portion of it, among its shareholders in the shape either of a 
bonus or of new shares issued without payment. It would be 
just as though a steamship company declared a bonus from sur- 
plus insurance funds. On the other hand, no one surely would 
justify the capitalization or distribution of money spent on what 
I may call extra maintenance. Let me give an actual instance 
from pretty recent history. An American railroad not many 
years ago charged to capital the extra cost of replacing pine wood 
by hard wood ties. That railroad — it is fair to say that it was 
managed by a Finance Committee sitting in London — ^is now 
in a receiver's hands. But American railroad men prophesied 
its future destiny when they saw the entry in the accounts at the 
time. 

This whole question of railway accounts, addition and better- 
ment, depreciation and the like, has been much under discussion 
recently in England as well as in America. Three years ago the 
Board of Trade, which is the Department of our Government 
responsible for the control of the railways, appointed a committee, 
of which I was a member, to consider the matter. As our chair- 
man was the Deputy Governor of the Bank of England, it is 
VOL. oxci. — NO. 652. 22 
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perhaps safe to say that the requirements of prudent finance were 
not left out of consideration by the committee in its deliberations. 
The conclusion at which we unanimously arrived — I do not say 
that we were necessarily right — was that each compaay was 
entitled to decide for itself what was mere maintenance and 
what were "betterment and additions."' In other words, the 
proposed new form of accounts under the heading of "Main- 
tenance of Eoad" deals only with maintenance and says noth- 
ing about betterment. The maintenance may be precisely ade- 
quate or it may be more or lees than adequate. We have eon- 
tented ourselves with requiring that the money spent under the 
different headings shall be entered. Whether it is adequate, or 
more or less than adequate, can be judged by the experts who 
compare the money spent with the statistical record of the extent 
of the property to be maintained, and that of the actual work 
done during the period to which the accounts relate. But the 
responsibility is left on the shoulders of the directors and officers 
of the company and we did not suggest that outside authority 
should intervene in the matter. It is required, however, that the 
depreciation or suspense accounts, or reserve funds where they 
exist, shall be set out as well as any dealings with them in the 
course of the year. Similarly in the General Balance-Sheet, it 
is proposed that the amount of any insxirance, depreciation and 
reserve funds shall be set out on the one side and any suspense 
accounts against them on the other side. By this means publicity 
and uniformity will be secured, but the responsibility of man- 
agement will rest where, as it seems to me, it ought to rest, on 
the shoulders of the company itself. As for the capital account 
of the company, we have provided that the purpose and amount 
of each new item of expenditure charged to capital shall be given 
in considerable detail. But if a company chooses to close its 
capital aecoimt, and not merely to build new rolling-stock, but to 
build a new main line out of revenue, it is fully at liberty to do 
so, and no mention of such expenditure would then appear in 
the capital account. On the contrary, in an account headed 
" Proposed Appropriation of Net Income " we have inserted a 
heading, " Appropriation to Reserve and Other Special Purposes," 
with the express object of providing for — I might almost say 
encouraging — ^the wiping off of capital requirements by appropria- 
tion from the income of the year. I do not think it ever occurred 
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to any of us to doubt that what I have heard American railroad 
men call "ploughing income into the road" was a right and 
proper policy, whether regarded from the poiat of view of the 
shareholders or of the public. 

Knowing as I do how important it is for the general welfare 
that the railroad companies and the different controlling authori- 
ties should work hand in hand, and knowing, too, how much 
that harmony, so far as it has existed in the past, has helped 
in the development of American railroad practice, and especially 
of accounting practice, I cannot but hope that before long some 
modification will be made in the attitude of the Commission to 
this question. Their present policy seems to me, if I may very 
respectfully say so, to err in three respects. It tends to arrest 
development. It divorces power from responsibility. And the 
power so assumed is being exercised in a direction which is not in 
the permanent interests either of the railroad shareholder, of the 
American public or of what I may call sound railway practice. 

W. M. AcvroETH. 



